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| ndependence Village, Inc. is a Mchigan non-profit



corporation which operates a 252-unit life-care facility for the
el derly, located in Frankennuth, M chigan. [Its construction was
financed by a loan nade to it by the Econom c Devel oprment
Cor porati on|

of the City of Frankennmuth ("EDC"). The EDC borrowed the $14
mllion

necessary for the construction of the facility from approxi mately

1,000 individuals and institutions, in return for its tax-exenmt
bonds

whi ch were secured by a nortgage on the prem ses. New Century Bank!

was designated as trustee of the bondhol ders. The EDC received
| egal

title to the prem ses and | eased themto I ndependence Village, Inc.
at

a rental which, in the aggregate, equals the anount sufficient for
t he

paynment in full of all of the bonds, including interest and any
prepaynent redenption premum The trustee's duties were and are to

take custody of the $14 mllion and disburse such suns as were
needed

for construction, to receive and account for rent paynents made by

| ndependence Village, Inc., to receive as escrow agent and account
for

deposits made by I ndependence Village, Inc. of "entrance fees”
received fromoccupants of the life-care facility, to receive and

account for any i nsurance proceeds obtai ned by I ndependence Vil l age,

The bank was known as Frankenmuth Bank & Trust Co. at
the time of the financing arrangenents.



Inc., to inspect the prem ses, to receive information concerning the
facility, and to enforce renmedies in the event of default.

| ndependence Village, Inc. is wholly owned by Lutheran
Hones

of M chigan, Inc., another M chigan non-profit corporation. On
February 1, 1985, I|ndependence Village, Inc. filed a voluntary
petition under Chapter 11 of the Bankruptcy Code. On April 4, 1985,
Lut heran Honmes of M chigan, Inc. filed a voluntary petition under
Chapter 7 of the Bankruptcy Code in this Court's Detroit
adm ni strative unit.

On April 4, 1985, New Century Bank, as trustee of the

bondhol ders, filed its "Mdtion for Relief Under $365(d)(4) or, in
t he

Al ternative, to Lift Under 8362(d)(1) and 8362(d)(2) Automatic Stay
Permt Modrtgagee to Enforce Rights Under Mortgage.” The debtor
resists the notion. A hearing was held thereon, at which testinony
was elicited and evidence received. The parties have extensively

briefed the novel issues of |aw. Where facts are stated herein,
t hey

shall be deenmed findings of fact; where statenents of |aw are
cont ai ned herein they shall be deened the Court's conclusions of |aw
The principal issues to be decided include:
(A) Is the property in question "leased" to the debtor?
(B) Is this property "nonresidential real property"” for
pur poses of 8365(d)(4) of the Bankruptcy Code?

(C) Is the property necessary for an effective



reorgani zation, or, in the context of this case, does the debtor
have

any possibility of effectively reorganizing?

(D) If the transaction is not a | ease of nonresidential
real property, then are the bondhol ders' secured cl ai ns adequately
protected?

(A 1S THIS A LEASE?

The bank's notion alleges that the 60th day after the
filing

of the case was April 2, 1985, and that by the end of that day, the

debt or had not assuned or rejected the |ease of the prem ses from
t he

EDC. Therefore, it says, pursuant to 8365(d)(4) of the Bankruptcy

Code, the lease is deened rejected, and the debtor should be
conpel | ed

to imedi ately surrender the property to the |essor. | nasmuch as
t he

bank was granted an assignnent of the EDC s rights against the
debt or

it clainmed to be a proper party to seek such relief. The debtor
deni es that the transaction between it and the EDC was a | ease,

claimng that the transaction was intended to be a sale wth
retention

of a purchase noney nortgage. Therefore, it argues, 8365 is
i napplicabl e.

The debtor argued, and the Court finds, that the operative
agreenent between it and the EDC, the "Lease Purchase Contract" of

Cct ober 16, 1980 is anbiguous. Even its title is anbiguous. Its



terns contenplate title remaining in the EDC and paynents of rent by

the debtor, yet it also states that "it is the intention of the
i ssuer

[ EDC] and t he conpany [l ndependence Village, Inc.] that the contract

shall be treated for all purposes as a | ease purchase contract and
not

a lease.” (814.2 of Lease Purchase Contract). Because of the

anbi guity of the docunent, evidence of the intention of the parties
to

the transaction is admssible on the interpretation of the
contract's

terms. Sawyer v. Arum 690 F.2d 590 (6th Cir. 1982); VanKoevering
v

Manuf acturer's Life Ins. Co., 234 F. Supp. 786 (WD. Mch. 1964);

Goodwi n v. Coe Pontiac, Inc., 392 Mch. 195, 220 N. W2d 664, vacated

in part, 392 Mch. 195, 224 N.W2d 598 (1974).
The debtor offered the testinmony of David Fisher, an

attorney in Saginaw, M chigan who represented the EDC at the tine
this

contract was negotiated, drafted and executed. M. Fisher testified
that notw thstanding the | ack of discussion relative to 814.2 of the

contract, his client and its directors were concerned that there be
no

way that they could ever be subject to landlord liability as a
result

of this transaction. Therefore, it was their intention that the

contract be read in such a way that the EDC woul d not be deenmed to
be

a "landlord". "Landlord" is a synonymfor "lessor”. |If one of the



two parties to a contract intend that the docunent be read in a way

that would make it not a "lessor”, that is strong evidence to
suggest

that the parties did not intend to enter into a | ease.

The debtor also argues that the substance of the
transaction

was a sale and nortgage rather than a | ease. It asserts that the
EDC

retai ned none of the risks or burdens inposed upon a |lessor. For

exanpl e, the EDC disclaimed all liability, assigned to the bank al
of

its enforcenment powers, and delegated to the debtor the duty to pay

all taxes, insurance, and nmintenance costs, including the
obligation

to nmake its rental paynents directly to the nortgagee, New Century
Bank, on behal f of the bondhol ders. The nost inportant argunent is
that the "rental paynents" are identical to the principal, interest
and ot her expenses incurred by the EDC as a | egal consequence of its

obligation to the bondhol ders. For the mere peppercorn of $100
(whi ch

can easily be justified as adm nistrative expenses for the drafting

and filing of the appropriate |egal documents), the debtor is
entitled

to a "deed"” fromthe EDC once the bonds are fully paid or redeened.
Not ably, the contract does not nerely give the debtor an option to

obtain title, but actually requires it. 813.2.72

2As further support for its argunment that the contract
does not constitute a | ease, the debtor points to 83.1 of the



In a case whose operative facts are materially identica
to

those at bar, the court in In re Central Foundry Co., 48 B.R 895

(Bankr. N.D. Ala. 1985), held that the EDC-type (there the muni ci pal
entity was known as the I ndustrial Devel opment Board or 1DB) "l ease”
was not a true | ease but was, in effect, a disguised security
arrangenent. As a result, adm nistrative expenses flowing fromthe
breach of that "lease" were not allowed. There the IDB issued
tax-free bonds through a bank, the trustee of the bond issue, to
finance the construction of pollution control equipment. The $2.25
mllion bond i ssue was secured by six parcels of |and, the pollution
control equi pment and an assignnment of "rental" paynents under the
"l ease” of the property to the debtor. The debtor "l|eased" the

equi pnent and the land fromthe IDB. The "lease" termwas tied to
t he

maturity and the retirement of the bond issue. The "rent" was
payabl e

to the bank and the debtor was obligated to purchase the system at
t he

end of the "l ease ternt for a nom nal consideration. That court
cited

Contract, which contains this |anguage: "lnasnuch as the
foregoi ng conveyance of the project by the conpany to the
i ssuer may be deened a financing transacti on under the

M chi gan Uni form Comrercial Code . . ." and argues that the
bank acknow edged that this was therefore a financing
arrangenent and not a lease. This is a nake-weight. The

prophyl actic

measure of anticipating obvious |egal clainm and disposing of
them inside a contract ought not to be read as an adm ssion of
the very point one party is arguably seeking to avoid.



substantial national authority, including authority in the Western

District of Mchigan, In re Alpha Creanery Co., 4 U C C. Rep. Serv.

794, 797-98 (Bankr. WD. Mch. 1967), for the factors a court is to
utilize when determ ni ng whether a contract is a true | ease or is

instead a disguised security arrangemnment. That court found, and
this

Court now finds, that such contracts are indeed poorly disguised
security arrangenents and not | eases for purposes of 8365 of the
Bankruptcy Code.

The bank has argued that the traditional factors utilized
in

maki ng these determ nations should not be applicable when the | oan
in

guestion is of the EDC variety. It clainms that M chigan | aw
prohi bited the EDC fromentering into ordinary |eases since Mch

Conp. Laws 8125.1607(d), Mch. Stat. Ann. 85.3520(7)(d), which was
in

effect when this project was comenced in 1980, required that

devel opnent corporations hold title to any project which they
finance.

That section then read as foll ows:

In order to acconplish the public purposes set
forth in section 2 the corporation may:

(d) Enter into |l eases, |ease purchase
agreenents, or installnment sales contracts with
any person, firm or corporation for the use or
sal e of the project.
It al so clainms that No. 501 Public Acts of 1980 anended this statute

to allow an EDC to obtain nortgages on the property instead of



hol di ng
title. This section now reads:

In order to acconplish the public purposes set
forth in section 2 the corporation may:

(e) Enter into |eases, |ease agreenents,

install ment sales contracts or |oan agreenents

with any person, firm or corporation for the use

or sale of the project.
Al t hough gi ven an opportunity to fully address this novel issue, the
bank has failed to support its reading by any case |aw, |egislative
hi story or scholarly commentary. The debtor has submtted a
suppl emental menorandumin which it clains that the bank's argunent
nm sperceives the statute's powers and limtations. It says that the
statute grants an EDC the power to enter into not only | eases, but
| ease purchase agreenents and that the M chigan | egislature knew or
shoul d have known when it passed the law that there was a difference
bet ween a true | ease and a di sgui sed security arrangenent, and that

court could deemthe contract to be other than a | ease. It

acknow edged this by specifically permtting an EDC to enter into
t he

hybrid "l ease purchase contract”. The argunment seens logical: if
al |

t hat was contenpl ated was a | ease, there woul d have been no need for

the term nology "l ease purchase agreenents", or "installnment sales
contracts". If a pure lease is | ooked at as one end of a conti nuum
and sale is | ooked at as the other, then a "l ease purchase" falls

sonewhere in between these two extrenes. Since the |egislature had



aut horized an EDC to enter into an installment sales contract, it
must

have contenpl ated that an EDC shoul d be allowed to sell the projects
outright, that is, not retain title.

The debtor al so argues that the Internal Revenue Code
provi des a useful analogy. Rev. Rul. 68-590 (1968-2 C.B. 66) held
that the corporation which was operating the project was the

of the project for federal tax purposes, and could not claimto be
a

nere | essee. That case al so involved EDC-type financing and
docunment ati on substantially simlar to the case at hand. The court
st at ed:

The substance of the agreenents between the
corporation and the political subdivision, when
viewed in their entirety, is clearly that of a
financing arrangenent. The letter agreenent, the
contract to purchase, the | ease agreenent, an
option to purchase and the trust indenture,

al though in the formof a sale and | ease back (or
a |l ease) are security devices for the protection
of the bondhol ders who provided the financing for
t he project.

The corporation has all of the burdens and
benefits of ownership. The corporation is
obligated to repay the principal costs of the
project, plus interest in the form of basic

rentals. It is also obligated to pay the nornmal
cost of operating the project, plus the financing
expenses in the formof additional rent. 1In the

event of default, casualty or condemnation, the
corporation has the same substantive rights and
obl i gati ons as a nortgagor

It is clear that the parties intend legal title
to the project to pass to the corporation. The
political subdivision assumes no risk of |oss

regardi ng the project and has no opportunity of



gai n.
Accordingly, the corporation is considered to be
t he owner of the project for federal tax
pur poses.
The court al so matched the burdens to the benefits, holding that the

corporation would be entitled to the investnment tax credit and

deductions for all ordinary and necessary expenses paid in the

operation of the project, including the annual trustee fees,
deduction
for state and | ocal taxes and depreciation. 1In other words, the IRS

considered the political entity to possess none of the attributes of
owner shi p.
Furthernmore, the M chigan | egislature obviously enpowered

the EDC's of this state to enter into what we call | and
contracts,

since it specifically authorized the execution of "installnment sal es

contracts". We have previously held that a land contract in
M chi gan,

for purposes of the Bankruptcy Code, is a security interest in |and,

not an executory contract. |In re Britton, 43 B.R 605, 11 C.B.C. 2d

1455 (Bankr. E.D. Mch. 1984). It is |ikewi se not a |ease.
For all of these reasons, we conclude that the Lease

Purchase Contract in question constitutes a security agreenent
gi vi ng

the EDC an equitable nortgage in the real property and a security



interest in the personalty of the debtor.® Since the Lease Purchase

Contract was recorded in the records of the Sagi naw County Regi ster
0

Deeds, which is the appropriate place for filing nortgages, thereis

no question as to the perfection of the EDC s interest in the real

property.

(B) 1S THI S NONRESI DENTI AL REAL PROPERTY

In order to avoid a remand if this case is successfully

appeal ed on the first issue, we shall decide the remni ning question
of

whet her, if his contract is a lease after all, it is one concerning
"nonresidential real property.” The debtor says that so far there
IS

no reported decision interpreting this provision of the 1984
amendnments to the Bankruptcy Code.* It clains that |egislative

hi story supports its position that |Independence Village is
residenti al

and that, therefore, 8365(d)(4) does not apply. It cites a comrent
by

Senator Hatch with respect to the purpose for this anmendnent.

SHOPPI NG CENTER BANKRUPTCY AMENDMENTS

Subtitle C of title Ill, with the exception of
a few m nor changes, is identical to S. 549, which
was overwhel m ngly approved by the commttee and

SNo question has been rai sed about the security interest
in the personalty.

‘Bankruptcy Amendments and Federal Judgeship Act of 1984,
Pub. L. No. 98-353, 98 Stat. 333 (1984).



130 Cong.
Sen

whi ch unani mously passed the Senate in 1982 and
1983.

This subtitle contains three major substantive
provi si ons which are intended to remedy serious
probl ens caused shopping centers and their sol vent
tenants by the adm nistration of the bankruptcy
code.

The first problemwhich this bill would renedy
Is the long-termvacancy or partial operation of
space by a bankrupt tenant. Although in a chapter
7 case the bankruptcy code presently requires that
the trustee deci de whether to assune or reject an
unexpired | ease within 60 days after the
bankruptcy petition is filed, there is no deadline
for this decision in a chapter 11 case. Because
of the unprecedented nunber of bankruptcy cases
and the consequent delays in the bankruptcy
courts, tenant space has been vacated for extended
periods of time before the bankruptcy court forced
the trustee to decide whether to assune or reject
the lease. During this tinme, the other tenants of
the shopping center are hurt because of the
reduced customer traffic in the shopping center.
Tenants and | andlords in other nonresidential
structures have encountered sim/lar problens.

The bill would |Iessen the problens caused by
ext ended vacanci es and partial operation of tenant
space by requiring that the trustee deci de whet her
to assunme or reject nonresidential real property
| ease within 60 days after the order for relief in
a case under any chapter. This tinme period could
be extended by the court for cause, such as in
exceptional cases involving | arge nunbers of
| eases. One of the m nor changes in this subtitle
was to limt it to nonresidential real property
| eases. |If the lease is not assuned or rejected
within this 60-day period, or any additional
period granted by the court, the | ease is deened
rejected and the trustee nust imedi ately
surrender the property to the |essor.

Rec. S. 8894-95 (daily ed. June 29, 1984) (statenent

of



Hat ch) (enphasis added).> It argues that I|ndependence Village is
not |

the type of property that 8365(d)(4) envisioned. First, it says
t hat |

as it is obvious that the prem ses are actually used as a residence
for over 100 elderly individuals, it cannot be logically considered

anyt hing other than residential in nature. Second, it maintains
t hat

it is the character of the real property which is material to this

inquiry, and not the relationship of the parties to the |ease
to-wit:

the statute speaks of a "l ease of non-residential real property" not
"non-residential | ease", and that, therefore, the nere fact that the
debtor, a corporation, does not "reside" on the premses is
i mmaterial .

The bank agrees that there i s no precedent on this question

It clains that the purpose of excepting out residential real
property

fromthe effects of 8365(d)(4) was only to protect the debtor who
was

a | essee of residential property who uses it for his own personal or

fam |y use. The bank clains that it is the use to which the debtor
or

5Senat or Hatch comented further that the amendnments al so
alleviate two other problens encountered by | essors of
nonresi dential property: the interruption of cash-flow when a
debt or tenant stops paying rent while contenplating whether to
assunme or reject, and the upset of the mall's delicate tenant
m x when the debtor or trustee assigns a | ease to soneone who
wi |l change the store's usage.



trustee puts the property that is the determ ning factor. Under
this

interpretation, a debtor who is a |landlord of an apartnment house
t hat

he hinmself rents from another may not claimthe benefit of the
residential use exception, it maintains. Finally, the bank argues
that Congress did not intend to protect end-users of property by
limting the scope of 8365(d)(4) to nonresidential real property.
rather, it intended to protect "landlords |easing real estate to
commercial entities" by forcing an early resolution of whether the
debtor's occupancy wll continue.

We address the bank's arguments first. |Its assertion that
residential real property is an exception to the operation of
8365(d) (4) places the enphasis in the wong pl ace because it require
us to read that provision in isolation fromthe rest of 8365. The

general rule in Chapter 11 (and Chapter 13) cases is that there is
no

60- day deadline for the trustee or debtor in possession to assunme or

rej ect executory contracts and | eases. The only exception in
8365 is

for | eases of nonresidential real property. |In other words, it is
8365(d)(4) itself which is the exception. When the Code establishes
both a rule and its exception, the exception should be construed

narromy. See Lynch v. Johns-Manville Sales Corp., 710 F.2d 1194
(6th

Cir. 1983); 1n re Fulgham Constr. Corp., 706 F.2d 171 (6th Cr.
1983) ;




cert. denied, us. _ , 104 S Ct. 342. Al t hough, read
literally,

t hat subsection is not limted to shopping centers, in light of the

| egi slative history, we have serious doubts that the section was
mean

to apply to the instant "l ease" and we thus see no reason to give as
broad a reading to that termas the trustee advocates.
Even when read in isolation, we feel that the debtor's

interpretation is better as a matter of pure grammtical
construction.

When t he bank nmade the argunent that Congress intended to protect

"l andl ords | easing real property to commercial entities”, it failed
t

give full effect to the descriptive termin question. |ndeed, since
t he adj ective "nonresidential” nodifies the term"real property"”, it

descri bes the type of property and not the type of | ease which the
debt or may have entered into with another. The statute says, in
effect, that protection is afforded only to | andl ords who | ease
nonresidential real property. Thus the debtor's analysis squares
better with the plain | anguage of the statute. Since the lease in
guestion deals with residential real property, that is, property in
whi ch human brings reside, 8365(d)(4) does not apply.

Finally, we feel that to the extent the statute is open to

varying interpretations, an expression of Congressional intent,
whi | e
by no neans concl usive, should be influential. 1In this case, the

statutory amendnent was i ntended to protect |andlords whose | essees



occupy shopping centers or, arguably, it could be extended to
situations where the |l essee in fact | eases the property to another
commercial entity who uses that property for a business venture.

There is no evidence whatsoever that Congress contenplated or
i nt ended

the result which the bank proposes. Therefore, we hold in the

alternative that if the transacti on between the EDC and the debtor
was

and is a |lease for the purposes of 8365 of the Code generally, then
the property to which it pertains is not "nonresidential real

property" as that termis used in 8365(d)(4). Accordi ngly, that
| ease

woul d be governed by 8365(d)(2) wherein the trustee or debtor in

possessi on may be conpelled to assunme or reject it only upon notion
by

a party in interest and subsequent court order.

C._ 8362(d)(2) - NO EQUITY;
NOT NECESSARY FOR EFFECTI VE REORGANI ZATI ON

The parties have stipulated that the debtor has no equity
the project. In fact, it is agreed that the secured debt on the

property is approximately $15 mllion, and that the property is
wor t h

in the neighborhood of $3.0-5.5 mllion. Theref ore, under
8362(d) (2),

the only issue i s whether the property is necessary for an effective
reorgani zation. Inasnuch as it is the primary asset of the debtor,

is obvious that if there is to be any reorgani zation, the property



in

gquestion would be essential in such a plan. The real question is

whet her the debtor has any |ikeli hood of effectively reorganizing at
all. The fight, then, is over the word "effective".

In the short life of this reorganization proceeding, the
debtor has floated four trial balloons as to possible plans. It has
suggest ed "condom ni um zi ng" the project; changing the nature of the
life-care contract froma life-lease with initial endowrent to a
rental program and then bootstrapping; selling the project to sonme
other entity with the debtor being hired to provide the services to
the residents; and finally, sinply liquidating the facility. The
bank's nmpost vociferous argunents have been directed narromy to the
first and the fourth alternatives.

Addressing the last alternative first, the bank argue
the term"effective reorgani zation" in 8362(d)(2)(B) does not
!iquidation. It cites no authority for this proposition. Instead,
It

points to a comment by Professor Frank Kennedy, one of the drafters
of

t he Bankruptcy Code, contained in a law review article and In re
Terra

Mar Associates, 3 B.R 462, 6 B.C.D. 150, 153 (Bankr. D. Conn
1980),

which cited it, for the general proposition that when the debtor has
no equity in a particular property, the debtor's nere "hope of

rehabilitation is not enough, of course, to justify the continuation



of the stay when rehabilitation is hopeless or the stay threatens

injury to the lienor's security.” Kennedy, The Automatic Stay In

Bankruptcy, 11 U Mch. J.L. Ref. 179, 244 (1978). Terra Mar is

merely an exercise in fact-finding. There, the judge determ ned
from

t he evidence before him that there was no |ikelihood of any

reorgani zation, including a sale of the property, wthin a
reasonabl e

time, and so lifted the stay. The comment by Professor Kennedy is
i ndi sputable, but of little help. The prospect of |iquidation as a
pl an of reorganization sinply is not discussed.

The debtor has cited these cases for the proposition that

"effective reorganization"” includes 1iquidation: In re WS
Sheppl ey

& Co., 45 B.R 473, 12 B.C.D. 709 (Bankr. N.D. lowa 1984); In re

Shriver, 33 B.R 176, 11 B.C.D. 93 (Bankr. N.D. Chio 1983); In re
Saypol, 31 B.R 796, 10 B.C.D. 1057 (Bankr. S.D. N. Y. 1983); In re
Koopmans, 22 B.R 395, 9 B.C.D. 514, 6 C.B.C. 2d 1414 (Bankr. D. Ut ah

1982). It principally relies on Judge Mabey's exhaustive anal ysis
in

Kooprmans. ¢ Judge Thinnes, in both In re Keller, 45 B.R 469 (Bankr.

N.D. lowa 1984) and In re WS. Sheppley & Co., supra, adopted the

reasoni ng and hol di ng of Koopmans. Neither Shriver nor Saypol is

authority for the proposition for which it is cited. We are
per suaded

°Preci sely because it is exhaustive, to recite it here
woul d be inpractical.



by the reasoning of In re Koopmans, supra, and therefore hold that
even a plan of conplete |iquidation of the facility pursuant to 11
U S.C. 81123(b)(4) may be an "effective" reorgani zation for purposes
of 8362(d)(2)(B).

However, the debtor does not propose conplete |iquidation
at |l east not yet. It has considered marketing the facility as

condom niunms.’ The bank clainms that such a proposal could not |ead
to

an "effective" reorgani zati on because a plan containing it coul d not
be confirnmed. It stated that to convert the facility into
condom ni unms would violate the debtor's "use of project” covenant
contained in 84.2 of the contract. It argues that the debtor seeks
gain the benefits of the contract without perform ng its obligations
and that we ought not allow it to do so. If we had held that the
Lease Purchase Contract established a true | ease, the argunment woul d

be sound, as one who assunes a | ease or executory contract assunes
it

cum onere. In re Ashley, 41 B.R 67, 71, 11 C B.C 2d 822, 827
(Bankr.
E.D. Mch. 1984). However, the contract does not create a | ease;

instead it is a security agreenent as to the personalty, and a
nortgage as to the realty of the facility. One does not "assunme" a

nmort gage or security agreenent, and undoubtedly the debtor has not

‘At the hearing of this nmotion, the debtor made little
mention of this possibility, although it was one given a high
priority at the inception of the case.



done so here. The debtor was in material breach of several of the

covenants of the contract before it filed Chapter 11, and is
br eachi ng

one or nmore covenants every day it exists. That a proposed plan of
reorgani zati on may cause a breach of another covenant is
insignificant. [If the plan otherw se neets the standards of
confirmati on under 81129 of the Bankruptcy Code, the nere fact that
the plan "inpair[s] . . . [a] class of clainms, secured or unsecured
.", 11 U S.C. 81123(b)(1) does not make that plan of
reorgani zation ineffective. Indeed, it is the very effectiveness of
t he proposed reorgani zati on that produces the nost objection by the

i npaired class or classes. Thus, a plan to convert the facility
into

condom ni ums woul d not, for that reason al one, be an ineffective
reorgani zati on.

Si nce an unconditional |iquidation my be an effective
reorgani zation, it follows logically that a plan to |liquidate the
prem ses but retain aright to service the residents for a fee could
i kewi se be an effective plan of reorganization.?

The debtor explained an enbryonic bootstrap plan in the
course of the hearing through testinony of Janes Leich, a market
anal yst, and Judith Berkley, a C.P. A and financial analyst, both of

Di xon & Associates (a firm specializing in market research for

8Thi s proposal, too, was given short shrift by the debtor
at the hearing. It seens to be a fallback position if the
debtor's primary plan proves unworkabl e.



heal t h

care and retirenment facilities), Janes MTevia (the person
desi gnat ed

by the debtor to be its responsible officer in these
proceedi ngs), an

Roy Sefton (a C.P.A. and the forner conptroller of the debtor). The
debt or showed that the experts blame its financial failure on two
factors: econom c factors beyond its control, which are now |l argely

behind it; and poor managenent practices and deci sions, which can be

corrected. | ndependence Village pronm ses elderly people lifetine
care

in return for a substantial endowrent upon entrance. When the
pr oj ect

was initially established, it was theorized that the elderly would
obtain the endowrent fee by selling their honmes, which are usually
debt-free and too large for their needs and use these proceeds as

their endowrent. Unfortunately, according to M. Leich, the project

canme on-line at the worst possible time and place -- in 1982 in
m d- M chi gan. The severe recession this area suffered, together
with

extremely high interest rates, made it virtually inpossible for the
el derly (or anybody else) to sell their homes. As a result, the

debtor's custonmer base was wi thout the financial wherewithal to

purchase the product. The high interest rates also led to a del ay
in

financing, which increased initial expenses. The debtor's
managenent

was faulted for building a facility too large for the market area,
for



a destabilizing turnover of marketing firnms, for poor advertising an
foll ow-up, and for offering an i nadequate servi ce package. Finally,
publicity regarding the facility's financial problens probably
danpened sales and led to cancellations. While revenues were stuck
start-up levels, the fixed costs, which greatly exceeded revenue,
continued. Eventually the debtor defaulted on interest paynents due
t he bondhol ders, |eading inexorably to this Chapter 11.

Di xon & Associates did a marketing study for the debtor in
the fall of 1984. The report identified the aforenmentioned
deficiencies, studied the debtor's primary and secondary mar ket area
t he growt h expected within each of these, evaluated the conpetition,

cal cul ated the debtor's target market, its market penetration, and
a

reasonabl e expectation of growh rate based upon the debtor
fol |l ow ng

the firm s marketing suggestions. These suggestions included
adjusting its |life-care package, marketing it as a refundable sale
program i nstead of an endowrent program and instituting inmproved
advertising and pronotion practices. It also suggested that efforts
be made to obtain sufficient nursing hone beds to guarantee

avai lability to prospective residents.

If the debtor followed these suggestions, Dixon &
Associ at es

projected that the debtor could expect to obtain an average of three

net sales per nonth until functional capacity is reached in 1988.
The



mar ket i ng study concl uded, however, that w thout a substanti al

increase in nonthly fees, which were not factored into its equati on,

"even when operating at functional capacity, operating |osses wll

continue and such operating | osses could be material." Page 4 of
Report.

M. Sefton, the debtor's former conptroller, testifiedthat
he prepared conputations using a rental programinstead of Di xon &
Associ ates' suggested refundable sale program Using solely a cost
approach, he deternmined that in order to yield the same revenues as
the debtor's current life care program the weighted average rental

for a unit at I|ndependence Village "ought to be" $906 per nonth.
M.

McTevia testified that he had al ready signed nine newrentals in the

four nonths he had been with the debtor, that advertising for
rental s

had commenced and woul d continue, that the nonthly rental rates for
apartnments were $650.00 for a studio, $775.00 for a one bedroom

$995.00 for a two bedroom and $1,125.00 for a two bedroom
"stretch".

M. Sefton explained that these rates do yield a weighted average
uni t

rental of $895.00. M. MTevia also testified as to the cost
savi ngs

he had effected. Notwi t hstanding all of that, the facility is
still,

Ms. Berkley prepared and testified about a financi al

projection, in which the revenue side was based on M. Sefton's rent



program not Di xon & Associ ates' suggested refundabl e sal e program

On the expense side, however, she based her projected expenses on
t he

debtor's past history as a facility selling an endownrent program
Thus, it appears that the cash flow projections are conceptually
fl awed.

The debtor argues that based on its experts' studies and

projections, reorganization is within the realm of possibility if
t he

debt or takes certain steps. However, the debtor's own w tnesses
showed that the debtor is not following its experts' advice, but is
i nstead noving ahead with a rental program M. Leich did say that
for a home care facility in Chapter 11, rentals may be sinpler to
mar ket than sales, since the elderly may not wish to risk the
substanti al upfront cash outlay required by a sale program However
the facts elicited sinmply don't mesh with the experts' opinions.

M. Leich's suggestions were based upon marketing "product
A" (a full refund sale program, while the debtor is strongly

indicating that it wll instead market "product B" (a straight
rent al

program). M. Berkley testified that she was told by M. Sefton to

assunme that the facility will obtain average new net rentals over
t he

course of the projections of three units per nmonth, and the only
basi s

he had for this assunption was that M. Leich's report indicated net

sales of three per nonth if the facility followed his



reconmendat i ons.
Thus, there is no foundation on which to safely assune that the
facility will obtain an average of three net rentals per nonth.

Furthernmore, M. Sefton, a C.P.A, testified that his rental
schedul e

was based strictly on the cost of the apartnent; i.e., he conputed
what it would take in rental price to roughly equal the anmount the
facility would have obtained had it sold the particul ar apartnment.
This cost analysis yielded a price for a studio, for exanple, of

$906. 00 per nonth, reduced to $895.00 to nake it attractive to the

gul I'i bl e. It is entirely speculative, however, whether the
apart ment

are marketable at the wei ghted average rental "price" of $895. 00.

In short, the debtor's proofs on the issue of the
l'i kel ihood

of proposing a plan of effective reorganization are a junble, and
t he

fail to instill in the Court any firmconviction that any of the
suggest ed nodes of reorgani zation will be successful. As the debtor

bears the burden of proof on this issue, 11 U S.C. 8362(g)(2), such
a

deficiency mght be fatal to its cause. However

[i]n the early stages of a bankruptcy case, a
court should balance the interests of the secured
creditor against the congressional policy favoring
reorgani zation. The court should be hesitant to
find no reasonabl e possibility of reorganization,
especially where the debtor has not had sufficient
time to fornmulate a pl an.

In re Hollie, 42 B.R 111, 118 (Bankr. MD. Ga. 1984); 1In re




Heat r on,
Inc., 6 B.R 493, 6 B.C.D. 1008 (Bankr. WD. M. 1980). The notion

here was filed on the 61st day of the case, and tried on the 99th
day

This is a conplex case involving over $14 million in debt, mllions
of

dollars in assets, over 1,000 creditors, and the substanti al
i nterest

of over 100 elderly residents. W agree with the above-cited cases

that "[a]t the beginning of the reorgani zati on process, the Court
nmust

work with | ess evidence than m ght be desirable and should resol ve
issues in favor of the reorganization, where the evidence is

conflicting." Inre A& B Heating & Air Conditioning, Inc., 48 B.R

401, 403-404 (Bankr. M D. Fla. 1985), quoting In re Heatron, lInc.,
6

B.R at 496, 6 B.C.D. at 1010. Therefore, "[h]aving reviewed the
evi dence and given the early stage of the proceedings at which the
Motion to Lift the Stay has been filed, the Court concl udes that the
i kel i hood of reorganization is good although the form of

reorgani zation at this time is not entirely clear.” Inre WS.

Sheppley & Co., 45 B.R at 480-481, 12 B.C.D. at 713.

We neke this finding despite the bank's strenuous argunent

that a facility so totally under water as |Independence Village has
no

hope of reorgani zati on. That ar gument i's unpersuasive.
| ndependence

Village, Inc. is a non-profit corporation. 1t has no sharehol ders,



hence there are no interests inferior to the unsecured creditors.

Thus there should be little difficulty with the absolute priority
rul e

of 81129(b)(2)(B)(ii); conpare In re Genesee Cenent, Inc., 31 B.R

442, 10 B.C.D. 1212 (Bankr. E.D. Mch. 1983). Thus a severe
cranmdown

of unsecured debt may not be an insurnountable problemin a plan
of

reorgani zati on. Consequently, the fact that the bank may possess as

much as an $11 million unsecured claimdue to the insufficiency of
t he

value of its collateral should not pose an undue burden upon the
reorgani zati on process. It nerely neans that the bondhol ders nay
suffer a substantial loss in a cranmed down plan. To be sure, such
fact may be unpl easant to the bondhol ders, but it does not detract
fromthe "effectiveness" of such a plan. A reorganization does not
have to be attractive to be effective.

For all of these reasons, we are unable to say at this earl
juncture that the debtor is unable to propose a plan of effective
reorgani zation. This is not to say, of course, that if the proofs
submtted on this notion were repeated a year fromnow on a renewed
notion for relief fromthe stay or for dism ssal under 81112(b) (1)
that the Court would be willing to view the evidence quite as
favorably to the debtor. The corollary to the I eniency a court

exercises at the inception of the case is the strictness with which
it

reads the proofs as the case matures. Thus, the debtor is strongly



encouraged to make progress toward proposing a plan of
reorgani zati on

be it a rental bootstrap, a full refundabl e sal e program bootstrap,

"condom nium zing", aliquidation wth strings attached, or straight

liquidation. Cf. Gundy Nat'l Bank v. Tandem M ni ng Corp., 754 F.2d

1436, 1440 (4th Cir. 1985).

D. 8362(d)(1) -- Cause: Adegquate Protection

The principal dispute in this case is whether the debtor
has

offered the bondhol ders adequate protection of their secured
i nt er est

in the prem ses. The bank urges the Court to apply the anal ysis of

the Ninth Circuit Court of Appeals in In re American Mariner

| ndustries, Inc., 734 F.2d 426 (9th Cir. 1984). It clains that the
value of its interest in the collateral includes the ambunt of
interest it could earn on the proceeds of a tinely |iquidation of it
coll ateral but for the inposition of the automatic stay. Therefore,
paynents by the debtor, or any other form of adequate protection

provi ded by the debtor, nust protect the bondhol ders agai nst not
only

depreciation of the property but also the loss of interest they
woul d

have earned but for the automatic stay.
The debtor asks us to disregard Anmerican Mariner, as
"contrary to congressional intent", and analyze the issue in the

classic nethod found in In re South Village, Inc., 25 B.R 987, 9




B.C.D. 1332, 8 C.B.C.2d 42 (Bankr. D. Utah 1982) and In re Pine Lake

Village Apartnent Co., 19 B.R 819, 8 B.C.D. 1402, 6 C.B.C. 2d 713

(Bankr. S.D. N. Y. 1982). Under that analysis, the value of the
right

to foreclose immediately is not protectable under 8361 and 8362 of
t he

Code. Furthernore, it argues, even if the Court were to follow

Anmerican Mariner, the debtor has i ndeed of fered adequate protection

t he bondhol ders' interest in the property.

Al t hough this Court is not bound by the hol ding of a court

of appeals of a circuit other than the Sixth Circuit, it may be

persuaded by its reasoning Timreck v. United States, 577 F.2d
372,

374 (6th Cir. 1978) n. 6, rev'd on other grounds, 441 U S. 780, 99
S.

Ct. 2085, 60 L.Ed.2d 634 (1979); 1B J. Moore, Federal Practice

0. 402[ 1], at p. 14-16 (2d ed. 1948). Anerican Mariner has been

foll owed by courts in these reported decisions: In re Martin, 761

F.2d 472 (8th Cir. 1985); Gundy Nat'l Bank v. Tandem M ni ng Corp.,

supra; First Bank of Mller v. Weseler, 45 B.R. 871, 8 B.C.D. 900
(D.

S.D. 1985); In re Levine, 45 B.R 333 (N.D. Ill. 1984); 1n re Bear

Creek M nistorage, Inc., 49 B.R 454, 12 B.C.D. 1337, 12 C. B.C. 2d
1098

(Bankr. S.D. Tex. 1985); In re Al exander, 48 B.R 110 (Bankr. WD.
M.

1985); In re Air Vernont, Inc., 45 B.R 931, 12 B.C. D. 1130, 12




C.B.C.2d 547 (Bankr. D. Vt. 1985); In re Colrud, 45 B.R 169, 12

B.C.D. 672 (Bankr. D. Alas. 1984); In re Mary Harpley Builder, Inc.,

44 B.R 151 (Bankr. N.D. Ohio 1984); In re Cassavaugh, 44 B.R 726,
11

C.B.C. 2d 1181 (Bankr. WD. M. 1984); In re Nordyke, 43 B.R 856

(Bankr. D. Ore. 1984); cf. In re Monnier Bros., 755 F.2d 1339 (8th

Cir. 1985). It has been rejected in these reported decisions: |In
re

Keller, supra; Inre WS. Sheppley and Co., supra; In re Manville

Forest Products Corp., 43 B.R 293, 11 C. B.C. 2d 735 (Bankr. S.D
N. Y.

1984). In an as yet unreported decision, Judge Rhodes of this
district followed Anerican Mriner. In re Vanas, No. 85-01001-R
slip

op. (Bankr. E.D. Mch. July 8, 1985). W are persuaded that the
Ni nt h

Circuit's opinion in Anerican Mariner correctly states the |aw of

adequate protection. The challenge is in its application to
of each case.

The facts here fit the classic nold: the novant is a
creditor possessing a secured claim and, as a consequence of the

insufficiency of its collateral, a substantial unsecured claimin
this

case. 11 U.S.C. 8506(a). The first step in the analysis is to

determine the value of each claim In re Martin, supra. The
parties

stipulated to the adm ssion of an appraisal report which concl uded

that the property had a "fair market value" of $5.5 million. Thomas



P. Wlliams, MA.I., testified in support of his appraisal that
"fair

mar ket val ue"” includes within its definition the allowance of a
sufficient period of time for the property to be properly marketed.
Each type of property has its own period of reasonabl eness for

mar ket i ng purposes. For exanple, an average residential property
need

not be marketed nearly as long as a specialty industrial property.
I n

this case, M. WIllians testified that |Independence Village is a

hi ghly specialized property wth few potential buyers, and
t herefore,

a relatively lengthy period of time would be necessary to properly
mar ket it. Al though he could not be pinned down, it was his opinion
that a m ni mum of one year would be reasonable to test the narket.
M. WIlians defined "liquidation value" as the nost probable forced
selling price paid in cash. Because the seller has external
conpul sion to sell and the buyer has no such conpul sion to buy, the
i quidation value is always |ower than fair nmarket value; in this
case, he discounted market val ue by 45% and determ ned that
i quidation value of this property is $3 mllion.

The question which frequently arises in valuing a secured

claim that is, whether the court utilizes liquidation value or
goi ng

concern val ue, arises here. Valuation "shall be determ ned in |ight

of the purpose of the valuation and of the proposed disposition or
us



of such property,

and in conjunction with any hearing on such

di sposition or use or on a plan affecting such creditor's interest."”

§506( a) .

I n our opinion, Inre Bear Creek M nistorage, Inc.,

supra,

is the best practical guide to determ ning the standard of

when

applying the American Mariner construct.

Because the statute protects the creditor's right
to investnent return on foreclosure proceeds, the
protected paynents should be a function of the
price that could be realized on foreclosure tines
the rate of return the creditor could expect on
rei nvestment of the foreclosure proceeds. Thus
the Court nust determ ne the anmpunt that would be

realized on foreclosure, the rate of return on the

proceeds, and the date when forecl osure would
occur and investment return would begin.

Obvi ously, none of these facts is susceptible of
determ nation with mat hemati cal precision.

The anount realized on foreclosure is difficult to
determ ne both because it is difficult to
determ ne the market in which the property wll
sell and because the evidence of prices avail able
in each market consists of estimtes and

apprai sals. Should the Court use the price that
t he property would bring at an auction or should
the Court also consider the secured creditor's
right to "buy in" the property at forecl osure and
ultimately to realize a greater benefit through
prudent del ayed marketing of the property
utilizing a nore efficient market plan? |In nost
cases, the former would bring a | esser price nore
qui ckly while the latter would bring a greater
price sonewhat |ater. The evidence in different
cases mght result in different determ nations of
what plan a prudent creditor m ght adopt.

The ratio decidendi of Anerican Mariner is that
the creditor has a right to protection of the
present value of its right to foreclose and to
reinvest the sale proceeds. To conpute that
present value, this Court assunes that the
creditor would act as a prudent busi nessman and
woul d foll ow reasonabl e, established marketing

val ue



t echni ques, including purchasing the security
itself at foreclosure in partial or ful

sati sfaction of the indebtedness, followed by a
reasonabl e and prudent effort to nmarket the
property. Since the creditor's right to foreclose
woul d give it no financial benefit until the final
sale to a third party of the property acquired at
foreclosure, the paynents by the debtor need not
begin until that date in order to preserve the
present value of the creditor's right to foreclose
and to reinvest the proceeds.

ld., 49 B.R at 457, 12 B.C.D. at 1338, 12 C.B.C.2d at 1101-1102.
I n
t heory, we agree whol eheartedly with this logic. Furthernore, since

the debtor's wuse of the property is as an ongoing business
enterprise

it should not be permtted to "eat with the hounds and run with the

hares". In re Crockett, 3 B.R 365, 367, 6 B.C.D. 226, 227, 1
C.B.C 2d
926, 928 (Bankr. N.D. Ill. 1980); quotedinln re Frost, 12 C B.C. 2d

990, 993 (D. Kans. 1985). Therefore, for these purposes, 11 U. S. C.
8506(a), we would have found that the value of the property, and
t herefore the secured claimof the bondholders, is $5.5 mllion.
However, in its closing argunment, the bank inpeached this valuation

and asked us to reject it as factually unsupportable.® Therefore,

°'n the closing argunments, counsel for the bank stated:

We believe that if the debtor's going to be
al l owed to continue to take advantage of the
automatic stay if this Court found that the
automatic stay should stay in place, that under
the American Mariner case, we're entitled to
conpensation for the delay. And the conpensation
should be paid now And | would agree that it



we
find the value of the property and hence the secured claimof the

bondhol ders for these purposes to be $3 mlli on.

The next step in the analysis is to identify the risks to

the secured creditor's value resulting fromthe debtor's continued
us

shouldn't be paid on a high value, a fair nmarket
val ue. But we have put into evidence the
| i qui dation value of the facility as determ ned on

a set of facts -- the best set of facts that was
presented to the Court. And that |iquidation
value is 3 mllion dollars.

If one were to believe the debtor's revised
figures, that is the increased stream of income
based on he [sic] so-called | ease program then
that would nmerely increase the anmount of the

i qui dation value, and it would increase the noney
-- amount of noney we should be entitled to. W
bel i eve, however, that the Defendant's Exhibit #3
[the financial projections] is entirely w thout
foundati on, and nust be disregarded by the Court
since there was no testinony of anybody stating
that they believed that the facility could neet
those inconme projections.

(Tr. at 65). Counsel went on to state further that:
Wel |, Anmerican Mariner put it that we are entitled

to what we could have gotten on a liquidation -- |
understood it to nean today. One could argue --

iIf I were foreclosing today, and if | were -- if |
started today, | would know that in a certain

period of time, | would be able to transfer title,
and | could negotiate to transfer title. | think

the expert testified that it would take severa
nonths to over a year to get fair market value. |
think it's fair to assune that within a year, we
could certainly find sonebody to buy it at

i qui dation val ue.

(Tr. at 69).



of the property, Inre Martin, supra; in short, whether the property

is physically depreciating, and if so, at what rate. The testinony
on

this point was brief as this issue was not seriously in contest.
The

Court finds that the property is not physically depreciating and
t hat

it is adequately insured. Thus the risk to the bondhol ders' val ue

arising fromthe debtor's use of the facility is de mnims.

The third step is to determ ne how much, if anything, the
bondhol ders could be earning but for the automatic stay preventing

them frompronptly liquidating their collateral. 1n re Bear Creek

M ni storage, Inc., supra. On this point, there is nuch dispute.
The

debt or argues that the automatic stay is not preventing the
bondhol ders fromrealizing their collateral, but that econom c
realities are. They claimthat even if, instead of the bankruptcy
petition, a foreclosure suit had been comenced on February 1, 1985,
t he bondhol ders would still have nothing to reinvest since the
property is, as a practical matter, unmarketable. Thus, if the
property were sold at a foreclosure sale, and the bank bid in the
bondhol ders' interest it would receive nothing but title to an
unmar ket abl e property. Since this title would yield themnothing in
terms of income, the debtor argues that the bankruptcy stay is
i kewi se depriving them of nothing of val ue.

VWhile this analysis is facially consistent with Anerican



Mariner, we cannot accept it because it goes too far. Taken to its
| ogi cal extrene, the argunent would | ead us to the absurd concl usi on

that the debtor nmy take all the tine it wants to pursue
confirmation

of a plan of reorgani zation wi thout providing the bondhol ders any
protection other than continued mai ntenance and i nsurance on the

facility. That result is sinply untenable and is inconsistent with

Anerican Mariner. Al though M. Wlliams testified that the
property,
mar ket ed in the normal manner, could be sold for $5.5 m | lion, that

does not nean that it would be unmarketable if sold i nmediately;
i nstead, he estimated that the project could be sold nore quickly,
i.e., liquidated, for $3 mllion. |In other words, were the bank
allowed to foreclose, it could expect to receive $3 mllion at the
sale. That constitutes a realizable interest which the bondhol ders,
but for the commencenent of this case, could collect, and for which
they are entitled to adequate protection.

Forecl osure by judgnent takes 7 1/2 nonths to conplete.

That is when the bank could bid in the $14 mIlion nortgage debt and

°l'n oral argunent the bank indicated that it would not
forecl ose by advertisenment but would instead utilize judicial
forecl osure, Mch. Conp. Laws 8600.3101-3180; Mch. Stat. Ann.
827A. 3101-3180. Pursuant to Mch. Conp. Laws 8600. 3115, M ch.
Stat. Ann. 827A. 3115, the judge may not set the date of sale
| ess than 6 nonths after the comrencenent of the foreclosure
case, and notice of the sale, for at |east 42 days, M ch.
Conp. Laws 88600. 6052, 6091, Mch. Stat. Ann. 8827A 6052, 6091
cannot begin until the 6 nonth period has expired. See
Canmeron, Mchigan Real Property Law, 818.90 654 (1CLE, 1985).




t herefore when the bank would obtain title to the property enabling
it

to attenpt to market it. The next question is when that 7 1/2 nonth
period should be deened to commence: is it fromthe filing of the
nmotion for relief fromthe stay or is it fromthe date of filing of
the petition for relief? Despite authority to the contrary, G undy

Nat'l Bank v. Tandem Mning Corp., supra, 754 F.2d at 1441, we
bel i eve

Judge Steen's analysis inln re Bear Creek M nistorage, Inc. is nore

faithful to Anerican Mariner. Anerican Mariner stated that a secure

creditor "is entitled to conpensation in enforcing its rights during
the interi mbetween the petition and confirmation of the plan."” Id.,
334 F.2d at 435. We agree with Judge Steen that "the petition”

referred to there means the "petition for relief" by or against the
debtor, and not the filing of the creditor's notion for relief from

the stay. I1n re Bear Creek Mnistorage, Inc., supra, at n. 11. W

al so agree with his analysis attenpting to harnonize Gundy with

Anmeri can Mari ner:

| f Grundy neans that adequate protection paynents
may not begin until after a notion for 8362(d)
relief is filed even though the applicabl e del ays
are calculated fromthe date of the petition, then
the result is reasonable; that |imtation would
prevent hardship to the debtor caused by a "late"
8362 notion that could require sizable "mke-up"
paynents for which the debtor had not planned. It
I's not unreasonable to require the creditor to be
vigilant in requesting protection if it wants
protection.

o

This construction, we feel, honors the creditor's right to



receive its indubitable equivalent without requiring the debtor to
anticipate a contingency that nay never occur.

InIn re Bear Creek M nistorage, Inc., the court also held

t hat adequate protection paynents need not even comrence until the
date the property could be expected to be sold to an end purchaser.

It noted that if the reorganization failed of its purpose, this
del ay|

woul d prejudice the secured creditor because the forecl osure del ay
period would run twice -- once while stayed by the bankruptcy, and

once again when the stay is lifted and foreclosure commences for
real .

Id. at n. 9. However, it read American Mariner as acknow edgi ng and

accepting this risk in a philanthropic gesture to "pronote

reorgani zation". W believe that this m sreads Anerican Mariner.
I n

footnote 12, the Ninth Circuit Court of Appeals stated that "to
avoi d

over conpensating the secured creditor, the timng of adequate

protection should take account of the wusual time and expense
i nvol ved

in repossession and sale of collateral.”™ The court in In re Bear

Creek M nistorage, Inc. read the words "the tim ng of adequate

protection” to nmean the tine that paynents to adequately protect the
creditor's claimcomences. However, the Court of Appeals cited

footnote 14 of In re South Village, Inc., supra to explain its

context. In that footnote, Judge Mabey said: "Opportunity cost as

adequate protection may be difficult to reconcile withthe timng as




well as the method of valuation."” (Enphasis added). This is the

topi ¢ sentence of the paragraph, and the bal ance of the paragraph
addresses the question of whether the court is to value the property
as of the date of the petition for relief or as of the date the
creditor, absent the stay, could first |iquidate the collateral. W

interpret that sentence in South Village to nean: "Opportunity cost

as adequate protection nmay be difficult to reconcile withthe timng

of valuation as well as the nmethod of valuation”, and we believe the

court in Anerican Mariner did so as well. Thus, Anerican Mari ner

does

not stand for the proposition that when a court determ nes that a
creditor will not, even absent the stay, obtain the proceeds of sale
of its collateral until some tinme in the future, that adequate
protection need not be provided until that day arrives. |Instead,
adequat e protection nust be provided t hroughout the case. Therefore

the "flaw' identified in footnote 9 of In re Bear Creek M ni storage,

Inc. in "the Anerican Mariner solution" is no flaw at all as "the

Anmerican Mariner solution" contenplates no such postponenent in the
commencenent of adequate protection. |Indeed, a postponenment woul d

contradict Anerican Mariner's ultimte hol ding:

We hold that Crocker National Bank is entitled to
conpensation for the delay in enforcing its rights
during the interimbetween the petition and
confirmati on of the plan. Crocker contended that
such conpensati on should take the form of nonthly
i nterest paynents at the market rate on a

| i qui dation value of the collateral. W agree
that this is one nmethod of providi ng adequate
protection but by no neans the only method



avai l able to the debtor. Consistent with the
policies behind 88361 and 362, the debtor shoul d
be permtted maximum flexibility in structuring a
proposal for adequate protection. The result,
however, should as nearly as possible under the
circunstances of the case provide the creditor
with the value of his bargained for rights.

In re American Mariner Industries, Inc., supra, 734 F.2d at 435

(Enmphasi s added; footnotes omtted). For a court to postpone them

woul d, whenever the reorganization turns out to be unsuccessful, be
to

deprive a secured creditor of these rights. That result would be

antithetical to the spirit and holding of American Mariner. See In
re

Martin, supra, 761 F.2d at 476 ("This flexibility, however, nust not

operate to the detriment of the secured creditor's interest.")

Thus, we hold as foll ows.. The bondhol ders are entitl ed
to

adequate protection for the investnment value of the $3 mIlion they
woul d be able to obtain at a foreclosure of the facility during the
period between the filing of the Chapter 11 case and the earliest

possi bl e forecl osure date of Septenmber 15, 1985; however, because
t he

nmotion for relief fromthe stay was not filed until April 4, 1985,
t wo

nmont hs after the petition was filed, the bank is entitled to

protection only fromthat date.?!

1t is fairly obvious that the bank deliberately waited
until the case was nore than 60 days old before filing the
instant nmotion, as that allowed it to make the additional
claimthat 8365(d)(4) term nated the | ease. By doing so, the



It remains to be determ ned what rate of interest would
fairly conpensate the bondhol ders during the period that they are

denied the opportunity to foreclose on the property. The bonds
carry

various rates of interest between 10% and 12 1/4% dependi ng upon
t he

maturity dates. All interest is exenpt fromtaxation. (Mrtgage
and

Trust Indenture, p. 1, 10).'? However drastically ordinary interest
rates may have declined since the bonds were issued in 1980, the
current market rate for the average tax-free investnment of this sort

is still approximately 11% ' W find that to be the appropriate

bank had the ability to argue that it was entitled to
possessi on as a consequence of the debtor's failure to assune
the |l ease. The result we reach here is the down-side of that
strat egy.

W6 recogni ze that the tax-free status of the interest
enhances the real return to the bondholders. If the
bondhol ders are in the 50% tax bracket, then the bonds yield
the equivalent of a 20%to 24 1/2%return, if the income were
taxed. If the debtor's bankruptcy proceedi ng or
reorgani zati on causes the bonds to | ose exenpt status, it
coul d be argued that a higher interest rate is necessary.
However, the issue was not argued by the parties and we
decline to rule on it.

13Since no evidence as to market interest rates was
of fered by any party, the Court has taken notice of such rates
by review ng publications such as the Wall Street Journal and
Busi ness Week. The Wall Street Journal, August 30, 1985, at
17, col. 6 lists the current market rates of interest on
various types of tax-free investnment grade nunicipal bonds.
The type closest to those involved in this case appears to be
hospital bonds. These are currently yielding an average of
9.57% tax-free interest per annumto their holders. Business
Week, Septenber 2, 1985, at 95, lists the current average
yield on investnent grade nunicipal bonds as 9.12% However,




rate

here. Applying this rate to the value of $3 mllion results in an

annual inconme foregone by the bondhol ders of $330,000, or $27,
per

nmonth. This is the |ost opportunity cost which the debtor nust

adequately protect.

500

The bank argues that Anmerican Mariner requires the debtor

to

make periodi c paynents. As the above quotation makes clear, this is

incorrect. However, whatever formthe debtor's proposal takes,

result nust adequately protect the creditor's interest in the

these charts rate investnment grade securities, whose liquidity
is likely greater and whose risk is likely |Iower than the
bonds sold to finance |Independence Vill age.

Al t hough we believe this entire exercise is inproper
since the issue is one of fact which should be the matter of
proofs, the Court of Appeals for this circuit apparently
di sagrees. It stated in Menphis Bank & Trust Co. v. Whitnman,
692 F.2d 427, 431 (6th Cir. 1982) that when deciding the
proper rate at which a secured clai mshould bear interest, the
bankruptcy court should neither automatically fix the contract
rate (when the creditor is not fully secured) nor an arbitrary
rate, but

[t]hat in the absence of special circunstances
bankruptcy courts should use the current nmarket
rate of interest used for simlar |loans in the
region. Bankruptcy courts are generally famliar
with the current conventional rates on various
types of consunmer |oans. And where parties

di spute the question, proof can easily be adduced.

We understand this coment to inpose a requirenment on
bankruptcy judges to either keep current on market rates of
interest or to do i ndependent research on the topic whenever
the issue arises. W took the |atter course.

t he



property, as that term has been so excruciatingly defined.

Here, the debtor's package appears on first blush to neet
that requirement. The debtor's anmended proposal for adequate
protection states as foll ows:

1. The Debtor-In-Possession will give to the
Trustee [neaning the bank] or bondhol ders’
commttee the right to list the facility known as
"I ndependence Village" for sale with a national
broker. The debtor is willing to give up conplete
control of sale of the facility with only the
restrictions which are outlined bel ow

2. During the first thirteen nonths foll ow ng
entry of the adequate protection order, the debtor
I n possession agrees that it will not object to a
sale of the facility for a price of $5.5 mllion
or nore. The debtor in possession would propose a
pl an at the trustee's request for such a sale.

3. After the expiration of 13 nonths fromthe
date of entry of the adequate protection order,
the debtor agrees to sell the facility to any
purchaser which the trustee and the bondhol ders
| ocate for any price. The debtor in possession
woul d have the option to continue to seek
refinancing or alternative sources of financing
during the course of this Chapter 11 proceeding,
however, if the trustee or bondhol ders | ocate a
purchaser in excess of $5.5 mllion during the
first 13 nonths or for any price after that
initial 13 nmonth period, to whomthey wi sh to sell

the facility, the debtor in possession will not
object to the sale and will bring the plan before
the Court if the trustee or bondhol ders so
request.

4. In the event an order converting or dism ssing
the case is entered by the Court at any tine, a
deed in lieu of foreclosure will transfer to the

trustee. Upon entry of an adequate protection
order enconpassing the ternms outlined in this
proposal, this deed will be placed in escrow with
an agent to be determ ned by the Court and

rel eased to the trustee upon entry of an order



di sm ssing or converting this case.

5. In the event a deed in lieu of foreclosure is
transferred to the trustee, a valuation hearing
will be held to determ ne the val ue of the

facility at that time to determne the credit to
be granted agai nst the outstanding indebtedness.
Lut heran Honmes of M chi gan as guarantor of the
bond shall participate in that hearing as a party
In interest.

Thus it appears that the debtor is literally "putting its noney
wher e

its mouth is" inthat it is giving the secured creditor the freedom
to

market the facility at the present time notw thstanding the
automatic

st ay.
However, the bank worries that the proposal for adequate

protection fails for | egal and practical reasons even though it nay
be

a good faith, though novel, attenpt. This fear is born out of a
legitimate insecurity as to the residents' status. |If the residents
are tenants of the debtor, they may have the right to remain in
possessi on of the prem ses notw t hstandi ng the debtor in possession
sale thereof. A sale may include the debtor's assunption of the

"l eases" ' of the residents, and therefore the purchaser would be

subject to their rights. Plaza Investnment Co. v. Abel, 8 Mch. App.

“Nei t her party proffered evidence of any witten docunent
whi ch expresses the rights of the residents.. Therefore, the
Court is sinply unaware of whether the residents executed
"l eases", or sonme other docunments evidencing a right to
possess the prem ses.



19, 153 N.W2d 379 (1967), 15 ML.P. Landlord & Tenant 8133, 260

(1957). On the other hand, the debtor m ght wish to reject these
"l eases"” to nmake the property nore sal eable. However, 8365(h) and

(i)*™ would allow the residents to retain possessi on notw thstandi ng

Section 365(h) and (i) read as foll ows:

(h)(1) |If the trustee rejects an unexpired | ease
of real property of the debtor under which the
debtor is the lessor, or a tinmeshare interest
under a tinmeshare plan under which the debtor is
the tinmeshare interest seller, the | essee or

ti meshare interest purchaser under such | ease or
timeshare plan may treat such | ease or timeshare
pl an as term nated by such rejection, where the
di saffirmance by the trustee anounts to such a
breach as would entitle the |l essee or tineshare

I nterest purchaser to treat such | ease as

term nated by virtue of its own ternms, applicable
nonbankruptcy |l aw, or other agreenents the | essee
or timeshare interest purchaser has made with

ot her parties; or, in the alternative, the | essee
or tinmeshare interest purchaser may remain in
possessi on of the | easehold or tinmeshare interest
under any | ease or timeshare plan the term of

whi ch has conmmenced for the bal ance of such term
and for any renewal or extension of such termthat
is enforceable by such | essee or tinmeshare

i nterest purchaser under applicabl e nonbankruptcy
| aw.

(2) If such |lessee or tinmeshare interest

purchaser remains in possession as provided in
paragraph (1) of this subsection, such | essee or
timeshare interest purchaser may of fset agai nst
the rent reserved under such | ease or noneys due
for such timeshare interest for the bal ance of the
termafter the date of the rejection of such | ease
or timeshare interest, and any such renewal or

ext ensi on thereof, any damages occurring after
such date caused by the nonperformance of any
obl i gation of the debtor under such | ease or

ti meshare plan after such date, but such | essee or
ti meshare interest purchaser does not have any



the rejection by the debtor. On the other hand, the residents m ght

be deened to be the owners of a fee interest in real estate,

t hey,
lives.

Alife estate may be created either by express grant, or by

implication, including by way of a lease. 31 C. J.S. Estates,

(West
has

ri ghts agai nst the estate on account of any
damages arising after such date from such
rej ection, other than such offset.

(i)(1) |If the trustee rejects an executory
contract of the debtor for the sale of real
property or for the sale of a tinmeshare interest
under a tinmeshare plan, under which the purchaser
is in possession, such purchaser nmay treat such
contract as termnated, or, in the alternative,
may remain in possession of such real property or
timeshare interest.

(2) If such purchaser remains in possession --

(A) such purchaser shall continue to make
all paynents due under such contract, but may,
of f set agai nst such paynents any danages occurring
after the date of the rejection of such contract
caused by the nonperformance of any obligation of
t he debtor after such date, but such purchaser
does not have any rights against the estate on
account of any damages arising after such date
from such rejection, other than such offset; and

(B) the trustee shall deliver title to such
purchaser in accordance with the provisions of
such contract, but is relieved of all other
obligations to perform under such contract.

si nce

in effect, my have |life estates determ ned by their own

§32

1964) . Under this circunstance, the debtor argues that it



the power to sell the property pursuant to 8363(f), % free and cl ear
of their interests. Alternatively, the debtor m ght utilize

8363(h), ' which permts it to sell not only the estate's interest

6Section 363(f) states:

The trustee may sell property under subsection (b)
or (c) of this section free and clear of any
interest in such property of an entity other than
the estate, only if --

(1) applicable nonbankruptcy |aw permts
sal e of such property free and cl ear of
such interest;

(2) such entity consents;

(3) such interest is a lien and the price
at which such property is to be sold is
greater than the aggregate val ue of al

i ens on such property;

(4) such interest is a bona fide dispute;
or

(5) such entity could be conmpelled, in a
| egal or equitable proceeding, to accept a
noney satisfaction of such interest.

7Section 363(h) states:

Not wi t hst andi ng subsection (f) of this section,
the trustee may sell both the estate's interest,
under subsection (b) or (c) of this section, and
the interest of any co-owner in property in which
t he debtor had, at the time of the commencenent of
the case, an undivided interest as a tenant in
conmon, joint tenant, or tenant by the entirety,
only if --

(1) partition in kind of such property
anong the estate and such co-owners is
i npracti cabl e;

(2) sale of the estate's undivided



but

also the interest of certain types of co-owners. However, the
| atter

subsecti on does not authorize sale of the interests of life tenants

and the debtor is not a "tenant in common, joint tenant, or tenant
by

the entirety" of the premses; it 1is instead, under this
hypot heti cal

anal ysis, a remainderman with respect to those units in which the

residents own life estates. Likew se, since 8363(f) speaks of sal es
free and clear of "liens", not interests of life tenants, it, too,
seem ngly does not apply. Even if 8363(f) applied to this sort of
probl em subsection (5) thereof would appear an insurnountable

barrier, as we know of no authority permtting a remai nderman to
force

alife tenant to cash out his interest.® GObviously, if the debtor

interest in such property would realize
significantly less for the estate than
sal e of such property free of the
interests of such co-owners;

(3) the benefit to the estate of a sale of
such property free of the interests of
co-owners outwei ghs the detrinent, if any,
to such co-owners; and

(4) such property is not used in the
production, transm ssion, or distribution,
for sale, of electric energy or of natural
or synthetic gas for heat, light, or
power .

8Query, however, the inplications of Mch. Conp. Laws
8600. 2930; M ch. Stat. Ann. 827A. 2930.



owns a remai nder interest in Blackacre, it my sell only that, and
not

the entire fee.

The upshot of this discussion is that regardless of the
nature of the residents' interests, the debtor may | ack the power to
oust the residents from possession of their respective units.
Consequently, its sale of the property nmay | eave the purchaser
power|l ess to do so. Since a purchaser could not be assured of
i medi at e possession of all of the prem ses upon purchase, and since
prospective buyer m ght have |l egitimate uses for this property ot her
than as a residence for the elderly, the market for the property is
danpened by a sale by or through the debtor. Therefore, the bank

mai ntains, the only safe way to involuntarily dispose of the

residents' interest in the property is through a properly conducted

forecl osure proceeding. Dolese v. Bellows-C aude Neon Co., 261
M ch.

57, 245 N.W 569 (1933). Only that way can it be sure that the

interests of the residents, whatever they nay be, are effectively
cut

off and that it will be able to get a fair price for the facility.
We find ourselves in agreenment with the bank's view of the

situation, if for no other reason than we cannot find the flawin it

analysis. It appears to us that were the bank or an as-yet

undi scovered purchaser to take title to the property wthout

foreclosure, there would be serious questions regarding the rights
of



the residents. Although the debtor contends that there are other
means of term nating the residents' |ife estates (the debtor has not

t hankful ly, suggested term nating the residents thenselves as a
vi abl e

alternative), the debtor has not convinced us that there is any
met hod

equal to or better than foreclosure. "Indubitable"” neans "not open
to

question or doubt", Webster's Third New International Dictionary,
1154

(1981). The debtor, which has the burden of proof on this issue,
has

failed to persuade us that its proposal absolutely gives the bank
equi val ent or greater rights than it would have pursuant to
forecl osure proceedings. ! Therefore, the instant proposal to give

t he bank a power of sale, etc., is not the "indubitable equivalent”
of

its rights to foreclose on the facility, and cannot serve as the
basi s

for adequate protection.?°

¥I'n so holding, we do not wish to give the inpression
t hat proposal |ike the debtor's would be insufficient in other
circunstances. The debtor's attenpt to provide non-cash
adequate protection is creative and, if the debtor were the
only party with a possessory interest in the property, m ght
wel |l be sufficient. However, on the unusual facts of this
case, we are conpelled to hold that the proposal will not nake
the bank's interest as secure as if it comenced foreclosure.

ln its argunent, the debtor pronmi sed to brief the |egal
i ssue of whether it has the power to renpve the residents. It
al so prom sed to bring an adversary proceeding for a
decl aratory judgnent nam ng the residents as defendants to
seek a pronpt ruling on this issue. [Tr. at 73-76] At this



CONCLUSI ON

To briefly summari ze the foregoing findings of fact and

conclusions of law, we find that the debtor did not | ease the
property

fromthe bank, but instead entered into an arrangement nore |like a
purchase with the granti ng back of a purchase noney nortgage. Even
were we to find the transaction to constitute a | ease, we hold that
8365(d) (4) of the Bankruptcy Code would not cause it to be

automatically rejected, as the facility is not "nonresidential real

property"” as that termis intended to be interpreted. Wth regard
to

the bank's request for relief under 8362(d)(2), we hold that,
al t hough

t he debtor | acks equity in the property, at this early stage in this

Chapter 11 case, it cannot be said that the debtor has no
possibility

to consunmate an effective reorgani zation. However, in order for
t he

debtor to retain the property until it chooses a particul ar node of

reorgani zati on and obtains confirmation of such, it nmust provide

time, we are unaware that any such proceedi ng has been fil ed.

The O ficial Residents' Conmmttee supported the debtor’
opposition to the bank's notions. It called its chairman as a
witness. M Fred Klaus testified that in order to assist the
debtor in its defense, the Commttee had requested al
residents under life-care contracts to execute and deliver
quit-claimdeeds in escrow O course, w thout unanimty,
this tender would be useless. By the tinme of the hearing he
had obtained 34 of the necessary 70 deeds.



adequate protection to the bondholders. W hold that the proposal

heretof ore made by the debtor, providing a power of sale to the
bank,

is not the "indubitable equivalent” of the bank's | ost opportunity
cost. We further find that the value of the bank's collateral is $3
mllion, on which it is entitled to receive areturn of 11%fromthe

date upon which it filed the notion for relief. Fromthese figures
we

cal cul ate that the bondholders are entitled to protection of | ost
opportunity costs of $27,500 per nonth. Unless the debtor cones

forward with an acceptabl e, equivalent substitute, the only nethod
to

adequately protect this interest is by cash paynents.

Lastly, we are not blind to the potentially apocal yptic.
effect of our ruling on the debtor. Because we hold that nonthly
payments of $27,500 have been due since April 4, 1985, the debtor is
now (5 nonths later) hit with an immediate liability of $137, 500.
Al t hough we cannot say this with any authority, we doubt that the
debtor has the neans to tender a lunp sumin this amunt. Its

inability to do so should not be the death knell for this Chapter
11.

This is a relatively |arge and unquesti onably conpl ex case, which
has

resulted in sone delay in fully resolving the issues herein. Now
t hat

a determ nation has been made, the debtor should be given a
reasonabl e

opportunity to make provisions to conply with our ruling.



Accordingly, we believe that it would be equitable to allow the
debt or

to pay these already due paynents in installnments. Wthout taking
proofs as to how |l ong the debtor should be allowed to make up this

"arrearage", we sinply attenpt to reach a fair result. It seens to
us

that 13 1/2 nonths, the time which the bank said was necessary for
it

to foreclose on the property, is a reasonable period. This would

all ow the debtor to cure the "arrearage" by nmaking nonthly paynments
of

$10, 185. 19 over and above the continuing paynents of $27,500. This
determ nation is based solely on equitable considerations, and the
parti es have not had an opportunity to coment on this sol ution.
Thus, upon tinely notion of either party, the Court will reconsider
whet her a different schedul e of repaynents should be adopted. Of
course, the debtor is also free, at least in theory, to propose sone
ot her formof adequate protection in lieu of periodic cash paynents.
| f the debtor is unable to pay these or the current

paynments, or pronptly propose sonme other form of adequate
pr ot ecti on,

our conclusion of lawis that the debtor has not provided and cannot

and will not provide adequate protection for the bondhol ders’
i nt er est

in the property; consequently, the Court wll grant the bank's
not i on

for relief fromthe stay for cause, i.e.: |ack of adequate

protection. Before entry of such an order, however, a hearing wll



be

set at which the debtor will be asked whether it can conply with
t hese

conditions. The final order will await the result of that hearing.

ARTHUR J. SPECTOR
U. S. Bankruptcy Judge



